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pupils during first, and in some cases second, grade. Th~ ~+-~+~,
in essence, tc = . T T 7 ‘ "7~ ~ses and
placed them i £
instruction in readiness classes--as well as part of the cost ¢
administration--was paid for out of Title I funds. Title I
children continued to receive "enrichment" services (physical
education, music, art, and library) at state expense. The
state's allocation of funds to the local education agencies
(LEA's) was not reduced.

This case arose when auditors from HEW determined that
during FY 1974 &N erhnanl Aiekrinte in Rantneckv had enent $704.000
of Title I grant funds imn wvinlatinn nf the nrahibhition aaainst
y-f=~ ~mbk £fmds A enmnlant ekaba fundg, The basis for that
decision was that without federal funding the state would have
spent a certain amount of money on instruction of deprived
children in the regular classrooms, but after it got the grant it
stopped spending any money on their instruction. The state

F.—.-_-; Ll a aicAl bl dacmmcmcmawmdablanm Aam Eha ~rAr,S A +hat LthAara h;ad
€~ mn Ananrasea in cbkaka Ar 1Ara1 fundAing of the schools or
rade levels involved.

The Education Appeal Board affirmed the auditor's findings.
It framed the question as "whether the statutory and regulatory
prohibition against supplanting State and local funds with Title
I funds should be measured with reference to expenditure at the
level of the LEA, the school, the grade, the classroom or the
individual educationally deprived pupil."™ The Board focused upon

language in the statute and regulation emphasized above referring
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to funds available for "educationally deprived children" in
reaching its conclusion that "the statutory and regulatory
provisions are sufficiently clear in their emphasis on the
expenditure of funds for pupils--not LEA's, schools, or grade
leels--to sustain the Assistant Secretary's position." The
Appeal Board found it clear that there was a decrease in the use
of state funds for instruction of Title I children.

The Secretary upheld the Appeal Board's determination that a
violation of the supplanting prohibition had occurred. However,
he reduced the amount of repayment to $338,000, based upon the
fact that the pupil-teacher ratio in the readiness classes was
substantially lower than that prevailing in regular classrooms.
The Secretary concluded that the children in readiness classes
had therefore received some benefit beyond what they would have
received from the regular program.

On appeal, the CA6 rejected respondent's contention that the
Secretary lacked authority to require refunds of misspent Title I
funds, because that issue was resolved in the Secretary's favor

by this Court's decision ir. __11 v. New Jersey, 51 U.S.L.W. 4647

(1983). It then went on to note resp's contention that no
supplanting had occurred (since the LEA's maintained the same
number of state-funded regular classroom teachers) and petr's

argument that state expenditures on educationally deprived

children were reduced. The CA stated:

It cannot be said that the interpretation posited by
the Secretary is "unreasonable." The statutory and
regulatory prohibitions against supplanting State and
local funds with Title I funds can reasonably be
applied with reference to expenditures at the level of
the individual educationally deprived pupil, rather
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than at the level of either the LEA, the school, the
grade, or the classroom. Nonetheless, in the instant
case we do not feel that it is our task on appeal to
review the reasonableness of the Secretary's
interpretation .... We are not reviewing with reference
to the future effect of the Secretary's interpretation
of a statute. Rather, in this appeal we are concerned
with the fairness of imposing sanctions upon the
Commonwealth of Kentucky for its "failure to
substantially comply" with the [statutory requirements]
as those requirements were ultimately interpreted by
the Secretary.

The CA disaareed with the Secretary that the statute and
regulations were "sufficiently clear to apprise the Commonwealth
of its responsibilities under the Act." The CA noted that the
legislative history was full of references to Congress' intent to
leave to the scretion of the participating states the
responsibility to establish programs with Title I funds. The CA
acknowledged that the interpretation of the statute posited by
the Commonwealth was not controlling and stated that the
Secretary's interpretation will govern all future dealings. It

continued:

We hAnlA Anlv +hat in +ha ahaancre nf nnnamhiannns

s the

P . . the
Commonwealth to develop and administer programs it
believes to be consistent with the intentions of Ti
I, it is unfair for the Secretary to assess a penal
against the Commonwealth for its purported failure
comply substantially with the requirements of 1law,
where there is no evidence of bad faith and the
Commonwealth's program complies with a reasonable
interpretation of the law.

The CA relied in part on Pennhurst T 451 U.S. 1 (1981), in
which the Court stated that if Congress intends to impose a
condition on the grant of federal moneys (in that case a duty to
provide the "least restrictive treatment" possible to handicapped

individuals), it must do so in an unambiguous fashion. The
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rationale was that spending power legislation is in the nature of
a contract and that the legitimacy of conditions rests on the
state's voluntary and knowing acce; :ance of them. The CA
concluded that Kentucky was "unawa @ of the condition that the
Secretary now seeks to impose," an that therefore the Secretary
was not justified in assessing a p alty.

3. CONTENTIONS:

Government: The Government argues that its right to recover

misspent funds unde. oell v. New Jersey is effectively

eviscerated bv the CA decision. There is no justification for
the CA's construction of the Government's recoupment remedy.
Crnrial deena in a rafund nrarsading is whether the arant
reciniant hae necad fadaral fiinde in a manner that violates t}
ter. . P I
Desplite tne CA'S CONCLUS10M0 uidt tue pecrecary > wunterpretation
of the supplanting provisions was reasonable, the CA refused to
allow recoupment. The CA's announcement that the Secretary's
interpretation of the supplanting provisions would be given
prospective effect highlights the anomaly of the CA's ruling.
It has long been established that agencies may choose to
develop interpretations of the law retroactively through
adjudication rather than prospectively through rulemaking. SEC

v. Chenery Corp., 332 U.S. 194 (1947). The choice between

rulemaking and adjudication lies in the agency's discretion.

NLRB v. Bell Aerospace Co., 416 U.S. 267 (1974).

There is no reason why the Secretary's right to recoup

misspent grant funds should depend upon a showing of bad faith in
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its use of funds. The CA was incorrect in its assumption that
recovery of the funds constitutes a "penalty." The Secretary is
merely attempting to recover monies that were not spent in
accordance with the federal statute and regulations.

Finally, nothing in Pennhurst supports the CA's decision.
There can be no question that Pennhure+'s requirement of
legislative clarity does not prevent the Secretary from ensuring
that federal funds are spent in accordance with congressional
restrictions. No grant recipient could ever have thought
otherwise.

The decision below also conflicts with other circuits. For

example, the CA4 in West Virginia v. Secretary of Education, 667

F. 24 417 (1981), stated that where neither the legislative
history nor the decisions of the Secretary give any clue as to
what the proper interpretation of Title I should be, the
Secretary's decision should be given deference and misspent funds

should be refunded. Similarly, in Indiana v. Bell, 728 F. 24 938

(1984), the CA7 sustained the Secretary's finding of an audit
deficiency, giving deference to the Secretary's interpretation of
Title I, despite the fact that its discussion suggests that at
least one of the positions advanced by the state may have met the
CA6's standard of reasonableness.

The CA's decision can be expected to have a substantial
adverse impact on the Secretary's ability to recoup the
approximately $68 million in currently outstanding Title I audit
claims, $33 million of which are supplanting claims. Moreover,

the impact of the decision is not limited to Title I programs; it



-8-

would change the ground rules for all manner of federal grant
funds.

Respondent :The Government incorrectly frames the issue in

this case. The issue is is not whether the Governmer.. has a
right to recoupment for misspent funds; instead, the issue is
what substantive standard is applied to the question whether the
state has met its Title I obligations. The substantive standard
developed by the Sixth Circuit was that the claim of violation is
to be judged by a standard of "fairness." As part of this
standard comes the consideration of substantial compliance. The
giving of deference to an agency's interpretation of a statute
and the consideration of the substantive standard against which a
state's actions are to be measured are separate issues. The
Government's suggestion that the CA6 decision can be expected to
have an adverse impact on not only Title I cases, but other
federal grant programs as well is pure sophistry. There is no
reason to think that states will be less than honest in handling
federal grant programs if there is room to believe such action
can be gotten by with. "Suffice it to say States are not crooks
waiting for their chance to be dishonest."”

Respondent relies (as did the CA6) on Justice White's

concurring opinion in Bell v. New Jereev, in which he stated that

the cases reviewed in that decision:

... do not involve any question as to the substantive
standard by which a claim that a recipient has violated
its Title I commitments is to be judged. Rather, they
concern the abstract question whether the Secretary has
the right to recover Title I funds under any
circumstances. In my view there is a significant issue
whether a State can be required to repay if it has
committed no more than a technical violation of the
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agreement or if the claim of violation rests on a new
regulation or construction of the statute issued after
the State entered the program and had its plan
approved. 51 U.S.L.W., at 4653.

4. DISCUSSION: The CA -Hust has to be wrong. If it had

concluded that the state's interpretation was more reasonable
than the Secretary's but then deferred to the Secretary's
interpretation as within the realm of reason, the fairness
argument would have more force. Instead, however, it held that
because the state's interoretation was within the realm of reason
and there was no evidence of bad faith, no refund could be
required.

~vwyp S interpretation of the issue presented in this case is
wrong. The CA accepted the conclusion that the substantive
standards O: iicic 1 nau weeu viviarsus  suw guewowaeoh it
adc _ aises: assuming a failur
substantial compliance with statutory standards, what is tl_
standard under which to determine whether recoupment is to be
permitted?

I think it plain that the Secretary's interpretation of
Title I is correct. The statute was intended to prevent federal
funds from supplanting state funds with respect to Title I
children. When the state established the readiness classes, it
transferred the economic burden of instruction from itself to the
federal government. Although the state continued to spend as
much money on education, it did so by increasing the per-pupil
expenditure on children in regular classrooms and decreasing the
per-pupil expenditure on Title I children. That seems pretty

clearly contrary to congressional intent.
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It does not seem unfair to require refund of the federal
funds that were misspent. Although resp and the CA liken the
situation here to that involved in Pennhn»rst, there is a
substantial difference between the two cases. Pennhirest involved
the imposition of a new and unexpected obligation on the state.
In this case, the state's obligation not to supplant state funds
with federal funds was clear. The sole question is whether the
particular scheme established by the state constituted
supplanting. That kind of judgment is typically made through
adjudication, and I seriously doubt that if this were a criminal
case there would be much support for the view that it would
violate due process to convict under these facts. In thit :zase,
however, the Secretary's action was not punitive, but instead
remedial. The state was simply required to return funds that the
Secretary properly determined were misspent.

The conflict asserted by the SG is far from clear, since the
CA's in those cases were apparently not presented with the
argument adopted by the CA6 in this case. Although it is
posssible that the CA6 might have come to a different conclusion
than the CA4 and CA7 in the cases cited by the SG, until the
other courts explicitly reject the analysis of the CA6 there does
not seem to be enough of a conflict to grant simply on that

basis.

Justice White's concurring opinion in Bell v. New Jereev is
not that helpful to respondent's position. The state's violation
in this case can hardly be called "technical." Moreover, this

case involves a new construction of the statute only in the sense
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Supreme Qonrt of the Hnited Stutes
Washington, B. §. 205%3

CHAMBERS OF
JUSTICE JOHN PAUL STEVENS

¥February 15, 1985

ne: 83-1798 - Bell v. Kentucky Dept. of Ed.
83-2064 - Bell v. New Jersey

Dear Sandra:

In the Kentucky case you h-7e written a fine
opinion which I expect to join. However, since I
remain unpersuaded in the New J :sey case and will be
writing a dissent, I will not j~in the Kentucky case
until I have completed my disse : in the other case.

Respectfully,
);
/
,/

Justice O'Connor

Copies to the Conference



Suprene Qourt of Hye Hnited States
Washington, B. 4. 205%3

CHAMBERS OF

JUSTICE Ww. J. BRENNAN, JR. February 15, 1985

No. 83-1798 -- B~11 v. Kentucky

Dear Sandra:
Please join me.

I have one gquestion , however, concerning the first sentence
on page 13. You define the recoupment inquiry in terms of
conditions existing "at the time the grants were made." I
generally agree, but believe that the point when the State
actually expends the money may also be relevant. Many Government
grants are made for the forthcoming year; I can well imagine
circumstances in which the Government might be able to adjust or
clarify requirements after "the grants were made" but before the
funds were actually expended. In 1light of the number of
recoupment cases pending in federal courts, this might be a
significant distinction. 1I'd prefer to keep the standard just a
bit more ambiguous. What would you think of revising the
sentence to read: "... at the time the grants were made and the
funds expended"? If you agree, this might require a comparable
revision to the last sentence in Part III.

In any event, I'll be happy to defer to your expertise and
decision either way.

Sincerely,

= A f

Justice O'Connor

Copies to the Conference



Bupreme Qourt of the | ited States
Washington, B. (. 20543

JUSTICE SANDRA DAY O'CONNOR February 15, 1985

No. 83-1798 Bell v. Kentucky

Dear Bill,

I agree that it is desirable to leave somewhat
ambiguous the precise time that determines the correct legal
standards for evaluating compliance with the requirements of
Title I. 1In this regard, my use of the phrase "when the grants
were made" is deliberate. This phrase could refer to the time
when the state education agency approved applications submitted
by local school districts, received federal funds from the
Secretary, or disbursed funds to local education agencies for
approved programs. See 20 U.S.C. §24le(a) (1976 ed.) (referring
to receipt of grant by local education agency); i4. §241g(a) (1)
(payment of funds to State); id. §241g(a) (2) (dis.ribution of
funds by state education agency to local education agencies for
approved applications).

Thus, I believe that the phrase "when the grants were
made” would allow the Federal Government to clarify the
requirements after a state education agency approved applications
but before the state agency actually distributed federal funds to
local school districts. Title I funds were to be expended within
a two-year period. See 20 U.S.C. §1225(b). I would prefer to
avoid the issue whether a State may be found liable where the
actual expenditures for a local program conformed to requirements
in place when the State approved the application and distributed
the funds, but did not satisfy a requirement or clarification
adopted after the money was out of the hands of the state
education agency. The phrase "when the grants were made," I
acknowledge, might suggest a negative answer. On the other hand,
addition of the language "and the funds expended" would seem
clearly to indicate that the State could be liable.

Consequently, I am presently inclined to stick with "when the
grants were made."

Sincerely,

P o

Justice Brennan

Copies to the Conference



Supreme Qonrt of the Hnited States
MWaslington, B. . 20543

CHAMBERS OF

JUSTICE BYRON R. WHITE February 18, 1985

83-1798 -

Bell v. Kentucky Department of Education

Dear Sandra,

I join all but Part III of your
circulating draft. 1In light of Part IV, Part
IITI seems unnecessary, and I have some doubts
about it besides.

Sincerely yours,

Justice O'Connor

Copies to the Conference



Supreme Qonrt of the Hnited States
Waslington, B. €. 20513

CHAMBERS OF
JUSTICE WILLIAM H. REHNQUIST

February 19, 1985

Re: No. 83-1798 Bell v. Kentucky Department of Education

Dear Sandra,
Please join me.

Sincerely,

/

(W

Justice O'Connor

cc: The Conference



Supreme Qonrt of the Ruited Stutes
Washington, B. €. 20543

JUSTICE THURGOOD MARSHALL

February 21, 1985 ot

Re: No. 83-1798-Bell v. Kentucky Dept. of Ed.

Dear Sandra:
Please join me.

Sincerely,

Justice O'Connor

cc: The Conference



Supreme Qonrt of thy oD Stutes
| Washington, B. 1543
JUSTICE JOHNBE:AU L STEVENS
Febru 28, 1985
Re: 83-1798 - Bell v. Kentu Dept. ~Ff
FAycaticn
Dear Sandra,
Please join me.
Respe 11ly,

Justice O'Connor

Copies to the Conference






Supreme Qonrt of the Hnited States
Washington, B. 4. 20543

CHAMBERS OF
THE CHIEF JUSTICE

March 4, 1985

Re: No. 83-1798 - Bell v. ¥entucky Dern=ar+mant of FAnnatinn

Dear Sandra,

I join.
?egards,
Justice O'Connor

Copies to the Conference
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